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section shall be applied as if such ref-
erences were to this paragraph (c).

(ii) Property formerly used in a United
States trade or business. A foreign liqui-
dating corporation that makes a dis-
tribution described in paragraph (c)(1)
of this section shall recognize gain (but
not loss) on the distribution of prop-
erty (other than U.S. real property in-
terests) that had ceased to be used by
the foreign liquidating corporation in
the conduct of a U.S. trade or business
within the ten-year period ending on
the date of distribution and that would
have been subject to section 864(c)(7)
had it been disposed. Section 864(c)(7)
shall govern the treatment of any gain
recognized on the distribution of assets
described in this paragraph as income
effectively connected with the conduct
of a trade or business within the
United States.

(3) Other consequences—(i) Distributee
basis in property. The foreign dis-
tributee corporation’s basis in property
subject to this paragraph (c) shall be
the same as the foreign liquidating cor-
poration’s basis in such property im-
mediately before the liquidation, in-
creased by any gain, or reduced by any
loss recognized by the foreign liqui-
dating corporation on such property,
pursuant to paragraph (c)(2) of this sec-
tion.

(ii) Other rules. For other rules that
may apply, see sections 367(b) and 381.

(d) Anti-abuse rule. The Commissioner
may require either a domestic liqui-
dating corporation or a foreign liqui-
dating corporation to recognize gain on
a distribution in liquidation described
in paragraph (b) or (c) of this section
(or treat the liquidating corporation as
if it had recognized loss on a distribu-
tion in liquidation), if a principal pur-
pose of the liquidation is the avoidance
of U.S. tax (including, but not limited
to, the distribution of a liquidating
corporation’s earnings and profits with
a principal purpose of avoiding U.S.
tax). A liquidation may have a prin-
cipal purpose of tax avoidance even
though the tax avoidance purpose is
outweighed by other purposes (taken
together or separately).

(e) Effective date. This section shall be
applicable to distributions occurring
on or after September 7, 1999 or, if tax-

payer so elects, to distributions in tax-
able years ending after August 8, 1999.

[T.D. 8834, 64 FR 43077, Aug. 9, 1999; 65 FR
11467, Mar. 3, 2000]

SPECIAL RULE; DEFINITIONS

§ 1.368–1 Purpose and scope of excep-
tion of reorganization exchanges.

(a) Reorganizations. As used in the
regulations under parts I, II, and III
(section 301 and following), subchapter
C, chapter 1 of the Code, the terms reor-
ganization and party to a reorganization
mean only a reorganization or a party
to a reorganization as defined in sub-
sections (a) and (b) of section 368. In de-
termining whether a transaction quali-
fies as a reorganization under section
368(a), the transaction must be evalu-
ated under relevant provisions of law,
including the step transaction doc-
trine. But see §§ 1.368–2 (f) and (k) and
1.338–3(d). The preceding two sentences
apply to transactions occurring after
January 28, 1998, except that they do
not apply to any transaction occurring
pursuant to a written agreement which
is binding on January 28, 1998, and at
all times thereafter. With respect to in-
solvency reorganizations, see part IV,
subchapter C, chapter 1 of the Code.

(b) Purpose. Under the general rule,
upon the exchange of property, gain or
loss must be accounted for if the new
property differs in a material par-
ticular, either in kind or in extent,
from the old property. The purpose of
the reorganization provisions of the
Code is to except from the general rule
certain specifically described ex-
changes incident to such readjustments
of corporate structures made in one of
the particular ways specified in the
Code, as are required by business ex-
igencies and which effect only a read-
justment of continuing interest in
property under modified corporate
forms. Requisite to a reorganization
under the Internal Revenue Code are a
continuity of the business enterprise
through the issuing corporation under
the modified corporate form as de-
scribed in paragraph (d) of this section,
and (except as provided in section
368(a)(1)(D)) a continuity of interest as
described in paragraph (e) of this sec-
tion. (For rules regarding the con-
tinuity of interest requirement under
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section 355, see § 1.355–2(c).) For pur-
poses of this section, the term issuing
corporation means the acquiring cor-
poration (as that term is used in sec-
tion 368(a)), except that, in deter-
mining whether a reorganization quali-
fies as a triangular reorganization (as
defined in § 1.358–6(b)(2)), the issuing
corporation means the corporation in
control of the acquiring corporation.
The preceding three sentences apply to
transactions occurring after January
28, 1998, except that they do not apply
to any transaction occurring pursuant
to a written agreement which is bind-
ing on January 28, 1998, and at all
times thereafter. The continuity of
business enterprise requirement is de-
scribed in paragraph (d) of this section.
The Code recognizes as a reorganiza-
tion the amalgamation (occurring in a
specified way) of two corporate enter-
prises under a single corporate struc-
ture if there exists among the holders
of the stock and securities of either of
the old corporations the requisite con-
tinuity of interest in the new corpora-
tion, but there is not a reorganization
if the holders of the stock and securi-
ties of the old corporation are merely
the holders of short-term notes in the
new corporation. In order to exclude
transactions not intended to be in-
cluded, the specifications of the reorga-
nization provisions of the law are pre-
cise. Both the terms of the specifica-
tions and their underlying assumptions
and purposes must be satisfied in order
to entitle the taxpayer to the benefit of
the exception from the general rule.
Accordingly, under the Code, a short-
term purchase money note is not a se-
curity of a party to a reorganization,
an ordinary dividend is to be treated as
an ordinary dividend, and a sale is nev-
ertheless to be treated as a sale even
though the mechanics of a reorganiza-
tion have been set up.

(c) Scope. The nonrecognition of gain
or loss is prescribed for two specifically
described types of exchanges, viz: The
exchange that is provided for in section
354(a)(1) in which stock or securities in
a corporation, a party to a reorganiza-
tion, are, in pursuance of a plan of re-
organization, exchanged for the stock
or securities in a corporation, a party
to the same reorganization; and the ex-
change that is provided for in section

361(a) in which a corporation, a party
to a reorganization, exchanges prop-
erty, in pursuance of a plan of reorga-
nization, for stock or securities in an-
other corporation, a party to the same
reorganization. Section 368(a)(1) limits
the definition of the term reorganiza-
tion to six kinds of transactions and ex-
cludes all others. From its context, the
term a party to a reorganization can
only mean a party to a transaction spe-
cifically defined as a reorganization by
section 368(a). Certain rules respecting
boot received in either of the two types
of exchanges provided for in section
354(a)(1) and section 361(a) are pre-
scribed in sections 356, 357, and 361(b).
A special rule respecting a transfer of
property with a liability in excess of
its basis is prescribed in section 357(c).
Under section 367 a limitation is placed
on all these provisions by providing
that except under specified conditions
foreign corporations shall not be
deemed within their scope. The provi-
sions of the Code referred to in this
paragraph are inapplicable unless there
is a plan of reorganization. A plan of
reorganization must contemplate the
bona fide execution of one of the trans-
actions specifically described as a reor-
ganization in section 368(a) and for the
bona fide consummation of each of the
requisite acts under which nonrecogni-
tion of gain is claimed. Such trans-
action and such acts must be an ordi-
nary and necessary incident of the con-
duct of the enterprise and must provide
for a continuation of the enterprise. A
scheme, which involves an abrupt de-
parture from normal reorganization
procedure in connection with a trans-
action on which the imposition of tax
is imminent, such as a mere device
that puts on the form of a corporate re-
organization as a disguise for con-
cealing its real character, and the ob-
ject and accomplishment of which is
the consummation of a preconceived
plan having no business or corporate
purpose, is not a plan of reorganiza-
tion.

(d) Continuity of business enterprise—
(1) General rule. Continuity of business
enterprise (COBE) requires that the
issuing corporation (P), as defined in
paragraph (b) of this section, either
continue the target corporation’s (T’s)
historic business or use a significant
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portion of T’s historic business assets
in a business. The preceding sentence
applies to transactions occurring after
January 28, 1998, except that it does
not apply to any transaction occurring
pursuant to a written agreement which
is binding on January 28, 1998, and at
all times thereafter. The application of
this general rule to certain trans-
actions, such as mergers of holding
companies, will depend on all facts and
circumstances. The policy underlying
this general rule, which is to ensure
that reorganizations are limited to re-
adjustments of continuing interests in
property under modified corporate
form, provides the guidance necessary
to make these facts and circumstances
determinations.

(2) Business continuity. (i) The con-
tinuity of business enterprise require-
ment is satisfied if P continues T’ s his-
toric business. The fact P is in the
same line of business as T tends to es-
tablish the requisite continuity, but is
not alone sufficient.

(ii) If T has more than one line of
business, continuity of business enter-
prise requires only that P continue a
significant line of business.

(iii) In general, a corporation’s his-
toric business is the business it has
conducted most recently. However, a
corporation’s historic business is not
one the corporation enters into as part
of a plan of reorganization.

(iv) All facts and circumstances are
considered in determining the time
when the plan comes into existence and
in determining whether a line of busi-
ness is ‘‘significant’’.

(3) Asset continuity. (i) The continuity
of business enterprise requirement is
satisfied if P uses a significant portion
of T’ s historic business assets in a
business.

(ii) A corporation’s historic business
assets are the assets used in its his-
toric business. Business assets may in-
clude stock and securities and intan-
gible operating assets such as good
will, patents, and trademarks, whether
or not they have a tax basis.

(iii) In general, the determination of
the portion of a corporation’s assets
considered ‘‘significant’’ is based on
the relative importance of the assets to
operation of the business. However, all
other facts and circumstances, such as

the net fair market value of those as-
sets, will be considered.

(4) Acquired assets or stock held by
members of the qualified group or partner-
ships. The following rules apply in de-
termining whether the COBE require-
ment of paragraph (d)(1) of this section
is satisfied:

(i) Businesses and assets of members of
a qualified group. The issuing corpora-
tion is treated as holding all of the
businesses and assets of all of the mem-
bers of the qualified group, as defined
in paragraph (d)(4)(ii) of this section.

(ii) Qualified group. A qualified group
is one or more chains of corporations
connected through stock ownership
with the issuing corporation, but only
if the issuing corporation owns directly
stock meeting the requirements of sec-
tion 368(c) in at least one other cor-
poration, and stock meeting the re-
quirements of section 368(c) in each of
the corporations (except the issuing
corporation) is owned directly by one
of the other corporations.

(iii) Partnerships—(A) Partnership as-
sets. Each partner of a partnership will
be treated as owning the T business as-
sets used in a business of the partner-
ship in accordance with that partner’s
interest in the partnership.

(B) Partnership businesses. The issuing
corporation will be treated as con-
ducting a business of a partnership if —

(1) Members of the qualified group, in
the aggregate, own an interest in the
partnership representing a significant
interest in that partnership business;
or

(2) One or more members of the quali-
fied group have active and substantial
management functions as a partner
with respect to that partnership busi-
ness.

(C) Conduct of the historic T business in
a partnership. If a significant historic T
business is conducted in a partnership,
the fact that P is treated as conducting
such T business under paragraph
(d)(4)(iii)(B) of this section tends to es-
tablish the requisite continuity, but is
not alone sufficient.

(iv) Effective date. This paragraph
(d)(4) applies to transactions occurring
after January 28, 1998, except that it
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does not apply to any transaction oc-
curring pursuant to a written agree-
ment which is binding on January 28,
1998, and at all times thereafter.

(5) Examples. The following examples
illustrate this paragraph (d). All cor-
porations have only one class of stock
outstanding. The preceding sentence
and paragraph (d)(5) Example 6 through
Example 12 apply to transactions occur-
ring after January 28, 1998, except that
they do not apply to any transaction
occurring pursuant to a written agree-
ment which is binding on January 28,
1998, and at all times thereafter.

Example 1. T conducts three lines of busi-
ness: manufacture of synthetic resins, manu-
facture of chemicals for the textile industry,
and distribution of chemicals. The three
lines of business are approximately equal in
value. On July 1, 1981, T sells the synthetic
resin and chemicals distribution businesses
to a third party for cash and marketable se-
curities. On December 31, 1981, T transfers all
of its assets to P solely for P voting stock. P
continues the chemical manufacturing busi-
ness without interruption. The continuity of
business enterprise requirement is met. Con-
tinuity of business enterprise requires only
that P continue one of T’ s three significant
lines of business.

Example 2. P manufactures computers and
T manufactures components for computers.
T sells all of its output to P. On January 1,
1981, P decides to buy imported components
only. On March 1, 1981, T merges into P. P
continues buying imported components but
retains T’ s equipment as a backup source of
supply. The use of the equipment as a
backup source of supply constitutes use of a
significant portion of T’ s historic business
assets, thus establishing continuity of busi-
ness enterprise. P is not required to continue
T’ s business.

Example 3. T is a manufacturer of boys’ and
men’s trousers. On January 1, 1978, as part of
a plan of reorganization, T sold all of its as-
sets to a third party for cash and purchased
a highly diversified portfolio of stocks and
bonds. As part of the plan T operates an in-
vestment business until July 1, 1981. On that
date, the plan of reorganization culminates
in a transfer by T of all its assets to P, a reg-
ulated investment company, solely in ex-
change for P voting stock. The continuity of
business enterprise requirement is not met.
T’ s investment activity is not its historic
business, and the stocks and bonds are not T’
s historic business assets.

Example 4. T manufactures children’s toys
and P distributes steel and allied products.
On January 1, 1981, T sells all of its assets to
a third party for $100,000 cash and $900,000 in
notes. On March 1, 1981, T merges into P.

Continuity of business enterprise is lacking.
The use of the sales proceeds in P’ s business
is not sufficient.

Example 5. T manufactures farm machinery
and P operates a lumber mill. T merges into
P. P disposes of T’ s assets immediately after
the merger as part of the plan of reorganiza-
tion. P does not continue T’ s farm machin-
ery manufacturing business. Continuity of
business enterprise is lacking.

Example 6. Use of a significant portion of T’s
historic business assets by the qualified group.
(i) Facts. T operates an auto parts distribu-
torship. P owns 80 percent of the stock of a
holding company (HC). HC owns 80 percent of
the stock of ten subsidiaries, S–1 through S–
10. S–1 through S–10 each separately operate
a full service gas station. Pursuant to a plan
of reorganization, T merges into P and the T
shareholders receive solely P stock. As part
of the plan of reorganization, P transfers T’s
assets to HC, which in turn transfers some of
the T assets to each of the ten subsidiaries.
No one subsidiary receives a significant por-
tion of T’s historic business assets. Each of
the subsidiaries will use the T assets in the
operation of its full service gas station. No P
subsidiary will be an auto parts distributor.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(i) of this section, P is treat-
ed as conducting the ten gas station busi-
nesses of S–1 through S–10 and as holding the
historic T assets used in those businesses. P
is treated as holding all the assets and con-
ducting the businesses of all of the members
of the qualified group, which includes S–1
through S–10 (paragraphs (d)(4)(i) and (ii) of
this section). No member of the qualified
group continues T’s historic distributorship
business. However, subsidiaries S–1 through
S–10 continue to use the historic T assets in
a business. Even though no one corporation
of the qualified group is using a significant
portion of T’s historic business assets in a
business, the COBE requirement of para-
graph (d)(1) of this section is satisfied be-
cause, in the aggregate, the qualified group
is using a significant portion of T’s historic
business assets in a business.

Example 7. Continuation of the historic T
business in a partnership satisfies continuity of
business enterprise. (i) Facts. T manufactures
ski boots. P owns all of the stock of S–1. S–
1 owns all of the stock of S–2, and S–2 owns
all of the stock of S–3. T merges into P and
the T shareholders receive consideration
consisting of P stock and cash. The T ski
boot business is to be continued and ex-
panded. In anticipation of this expansion, P
transfers all of the T assets to S–1, S–1 trans-
fers all of the T assets to S–2, and S–2 trans-
fers all of the T assets to S–3. S–3 and X (an
unrelated party) form a new partnership
(PRS). As part of the plan of reorganization,
S–3 transfers all the T assets to PRS, and S–
3, in its capacity as a partner, performs ac-
tive and substantial management functions
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for the PRS ski boot business, including
making significant business decisions and
regularly participating in the overall super-
vision, direction, and control of the employ-
ees of the ski boot business. S–3 receives a 20
percent interest in PRS. X transfers cash in
exchange for an 80 percent interest in PRS.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(iii)(B)(2) of this section, P is
treated as conducting T’s historic business
because S–3 performs active and substantial
management functions for the ski boot busi-
ness in S–3’s capacity as a partner. P is
treated as holding all the assets and con-
ducting the businesses of all of the members
of the qualified group, which includes S–3
(paragraphs (d)(4)(i) and (ii) of this section).
The COBE requirement of paragraph (d)(1) of
this section is satisfied.

Example 8. Continuation of the historic T
business in a partnership does not satisfy con-
tinuity of business enterprise. (i) Facts. The
facts are the same as Example 7 except that
S–3 transfers the historic T business to PRS
in exchange for a 1 percent interest in PRS.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(iii)(B)(2) of this section, P is
treated as conducting T’s historic business
because S–3 performs active and substantial
management functions for the ski boot busi-
ness in S–3’s capacity as a partner. The fact
that a significant historic T business is con-
ducted in PRS, and P is treated as con-
ducting such T business under (d)(4)(iii)(B)
tends to establish the requisite continuity,
but is not alone sufficient (paragraph
(d)(4)(iii)(C) of this section). The COBE re-
quirement of paragraph (d)(1) of this section
is not satisfied.

Example 9. Continuation of the T historic
business in a partnership satisfies continuity of
business enterprise. (i) Facts. The facts are the
same as Example 7 except that S–3 transfers
the historic T business to PRS in exchange
for a 331⁄3 percent interest in PRS, and no
member of P’s qualified group performs ac-
tive and substantial management functions
for the ski boot business operated in PRS.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(iii)(B)(1) of this section, P is
treated as conducting T’s historic business
because S–3 owns an interest in the partner-
ship representing a significant interest in
that partnership business. P is treated as
holding all the assets and conducting the
businesses of all of the members of the quali-
fied group, which includes S–3 (paragraphs
(d)(4)(i) and (ii) of this section). The COBE
requirement of paragraph (d)(1) of this sec-
tion is satisfied.

Example 10. Use of T’s historic business assets
in a partnership business. (i) Facts. T is a fab-
ric distributor. P owns all of the stock of S–
1. T merges into P and the T shareholders re-
ceive solely P stock. S–1 and X (an unrelated
party) own interests in a partnership (PRS).
As part of the plan of reorganization, P

transfers all of the T assets to S–1, and S–1
transfers all the T assets to PRS, increasing
S–1’s percentage interest in PRS from 5 to
331⁄3 percent. After the transfer, X owns the
remaining 662⁄3 percent interest in PRS. Al-
most all of the T assets consist of T’s large
inventory of fabric, which PRS uses to man-
ufacture sportswear. All of the T assets are
used in the sportswear business. No member
of P’s qualified group performs active and
substantial management functions for the
sportswear business operated in PRS.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(iii)(A) of this section, S–1 is
treated as owning 331⁄3 percent of the T assets
used in the PRS sportswear manufacturing
business. Under paragraph (d)(4)(iii)(B)(1) of
this section, P is treated as conducting the
sportswear manufacturing business because
S–1 owns an interest in the partnership rep-
resenting a significant interest in that part-
nership business. P is treated as holding all
the assets and conducting the businesses of
all of the members of the qualified group,
which includes S–1 (paragraphs (d)(4)(i) and
(ii) of this section). The COBE requirement
of paragraph (d)(1) of this section is satisfied.

Example 11. Aggregation of partnership inter-
ests among members of the qualified group: use
of T’s historic business assets in a partnership
business. (i) Facts. The facts are the same as
Example 10, except that S–1 transfers all the
T assets to PRS, and P and X each transfer
cash to PRS in exchange for partnership in-
terests. After the transfers, P owns 11 per-
cent, S–1 owns 221⁄3 percent, and X owns 662⁄3
percent of PRS.

(ii) Continuity of business enterprise. Under
paragraph (d)(4)(iii)(B)(1) of this section, P is
treated as conducting the sportswear manu-
facturing business because members of the
qualified group, in the aggregate, own an in-
terest in the partnership representing a sig-
nificant interest in that business. P is treat-
ed as owning 11 percent of the assets di-
rectly, and S–1 is treated as owning 221⁄3 per-
cent of the assets, used in the PRS sports-
wear business (paragraph (d)(4)(iii)(A) of this
section). P is treated as holding all the as-
sets of all of the members of the qualified
group, which includes S–1, and thus in the
aggregate, P is treated as owning 331⁄3 of the
T assets (paragraphs (d)(4)(i) and (ii) of this
section). The COBE requirement of para-
graph (d)(1) of this section is satisfied be-
cause P is treated as using a significant por-
tion of T’s historic business assets in its
sportswear manufacturing business.

Example 12. Tiered partnerships: use of T’s
historic business assets in a partnership busi-
ness. (i) Facts. T owns and manages a com-
mercial office building in state Z. Pursuant
to a plan of reorganization, T merges into P,
solely in exchange for P stock, which is dis-
tributed to the T shareholders. P transfers
all of the T assets to a partnership, PRS–1,
which owns and operates television stations
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nationwide. After the transfer, P owns a 50
percent interest in PRS–1. P does not have
active and substantial management func-
tions as a partner with respect to the PRS–
1 business. X, not a member of P’s qualified
group, owns the remaining 50 percent inter-
est in PRS–1. PRS–1, in an effort to expand
its state Z television operation, enters into a
joint venture with U, an unrelated party. As
part of the plan of reorganization, PRS–1
transfers all the T assets and its state Z tele-
vision station to PRS–2, in exchange for a 75
percent partnership interest. U contributes
cash to PRS–2 in exchange for a 25 percent
partnership interest and oversees the man-
agement of the state Z television operation.
PRS–1 does not actively and substantially
manage PRS–2’s business. PRS–2’s state Z
operations are moved into the acquired T of-
fice building. All of the assets that P ac-
quired from T are used in PRS–2’s business.

(ii) Continuity of business enterprise.
Under paragraph (d)(4)(iii)(A) of this
section, PRS–1 is treated as owning 75
percent of the T assets used in PRS–2’s
business. P, in turn, is treated as own-
ing 50 percent of PRS–1’s interest the T
assets. Thus, P is treated as owning
371⁄2 percent (50 percent x 75 percent) of
the T assets used in the PRS–2 busi-
ness. Under paragraph (d)(4)(iii)(B)(1) of
this section, P is treated as conducting
PRS–2’s business, the operation of the
state Z television station, and under
paragraph (d)(4)(iii)(A) of this section,
P is treated as using 371⁄2 percent of the
historic T business assets in that busi-
ness. The COBE requirement of para-
graph (d)(1) of this section is satisfied
because P is treated as using a signifi-
cant portion of T’s historic business as-
sets in its television business.

(e) Continuity of interest—(1) General
rule. (i) The purpose of the continuity
of interest requirement is to prevent
transactions that resemble sales from
qualifying for nonrecognition of gain
or loss available to corporate reorga-
nizations. Continuity of interest re-
quires that in substance a substantial
part of the value of the proprietary in-
terests in the target corporation be
preserved in the reorganization. A pro-
prietary interest in the target corpora-
tion is preserved if, in a potential reor-
ganization, it is exchanged for a propri-
etary interest in the issuing corpora-
tion (as defined in paragraph (b) of this
section), it is exchanged by the acquir-
ing corporation for a direct interest in
the target corporation enterprise, or it

otherwise continues as a proprietary
interest in the target corporation.
However, a proprietary interest in the
target corporation is not preserved if,
in connection with the potential reor-
ganization, it is acquired by the issuing
corporation for consideration other
than stock of the issuing corporation,
or stock of the issuing corporation fur-
nished in exchange for a proprietary in-
terest in the target corporation in the
potential reorganization is redeemed.
All facts and circumstances must be
considered in determining whether, in
substance, a proprietary interest in the
target corporation is preserved. For
purposes of the continuity of interest
requirement, a mere disposition of
stock of the target corporation prior to
a potential reorganization to persons
not related (as defined in paragraph
(e)(3) of this section determined with-
out regard to paragraph (e)(3)(i)(A) of
this section) to the target corporation
or to persons not related (as defined in
paragraph (e)(3) of this section) to the
issuing corporation is disregarded and
a mere disposition of stock of the
issuing corporation received in a poten-
tial reorganization to persons not re-
lated (as defined in paragraph (e)(3) of
this section) to the issuing corporation
is disregarded.

(ii) For purposes of paragraph (e)(1)(i)
of this section, a proprietary interest
in the target corporation (other than
one held by the acquiring corporation)
is not preserved to the extent that con-
sideration received prior to a potential
reorganization, either in a redemption
of the target corporation stock or in a
distribution with respect to the target
corporation stock, is treated as other
property or money received in the ex-
change for purposes of section 356, or
would be so treated if the target share-
holder also had received stock of the
issuing corporation in exchange for
stock owned by the shareholder in the
target corporation.

(2) Related person acquisitions. A pro-
prietary interest in the target corpora-
tion is not preserved if, in connection
with a potential reorganization, a per-
son related (as defined in paragraph
(e)(3) of this section) to the issuing cor-
poration acquires, with consideration
other than a proprietary interest in the
issuing corporation, stock of the target
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corporation or stock of the issuing cor-
poration furnished in exchange for a
proprietary interest in the target cor-
poration in the potential reorganiza-
tion, except to the extent those persons
who were the direct or indirect owners
of the target corporation prior to the
potential reorganization maintain a di-
rect or indirect proprietary interest in
the issuing corporation.

(3) Definition of related person—(i) In
general. For purposes of this paragraph
(e), two corporations are related per-
sons if either—

(A) The corporations are members of
the same affiliated group as defined in
section 1504 (determined without re-
gard to section 1504(b)); or

(B) A purchase of the stock of one
corporation by another corporation
would be treated as a distribution in
redemption of the stock of the first
corporation under section 304(a)(2) (de-
termined without regard to § 1.1502–
80(b)).

(ii) Special rules. The following rules
apply solely for purposes of this para-
graph (e)(3):

(A) A corporation will be treated as
related to another corporation if such
relationship exists immediately before
or immediately after the acquisition of
the stock involved.

(B) A corporation, other than the tar-
get corporation or a person related (as
defined in paragraph (e)(3) of this sec-
tion determined without regard to
paragraph (e)(3)(i)(A) of this section) to
the target corporation, will be treated
as related to the issuing corporation if
the relationship is created in connec-
tion with the potential reorganization.

(4) Acquisitions by partnerships. For
purposes of this paragraph (e), each
partner of a partnership will be treated
as owning or acquiring any stock
owned or acquired, as the case may be,
by the partnership in accordance with
that partner’s interest in the partner-
ship. If a partner is treated as acquir-
ing any stock by reason of the applica-
tion of this paragraph (e)(4), the part-
ner is also treated as having furnished
its share of any consideration fur-
nished by the partnership to acquire
the stock in accordance with that part-
ner’s interest in the partnership.

(5) Successors and predecessors. For
purposes of this paragraph (e), any ref-

erence to the issuing corporation or
the target corporation includes a ref-
erence to any successor or predecessor
of such corporation, except that the
target corporation is not treated as a
predecessor of the issuing corporation
and the issuing corporation is not
treated as a successor of the target cor-
poration.

(6) Examples. For purposes of the ex-
amples in this paragraph (e)(6), P is the
issuing corporation, T is the target
corporation, S is a wholly owned sub-
sidiary of P, all corporations have only
one class of stock outstanding, A and B
are individuals, PRS is a partnership,
all reorganization requirements other
than the continuity of interest require-
ment are satisfied, and the transaction
is not otherwise subject to recharacter-
ization. The following examples illus-
trate the application of this paragraph
(e):

Example 1. Sale of stock to third party. (i)
Sale of issuing corporation stock after merger. A
owns all of the stock of T. T merges into P.
In the merger, A receives P stock having a
fair market value of $50x and cash of $50x.
Immediately after the merger, and pursuant
to a preexisting binding contract, A sells all
of the P stock received by A in the merger to
B. Assume that there are no facts and cir-
cumstances indicating that the cash used by
B to purchase A’s P stock was in substance
exchanged by P for T stock. Under para-
graphs (e)(1) and (2) of this section, the sale
to B is disregarded because B is not a person
related to P within the meaning of para-
graph (e)(3) of this section. Thus, the trans-
action satisfies the continuity of interest re-
quirement because 50 percent of A’s T stock
was exchanged for P stock, preserving a sub-
stantial part of the value of the proprietary
interest in T.

(ii) Sale of target corporation stock before
merger. The facts are the same as paragraph
(i) of this Example 1, except that B buys A’s
T stock prior to the merger of T into P and
then exchanges the T stock for P stock hav-
ing a fair market value of $50x and cash of
$50x. The sale by A is disregarded. The con-
tinuity of interest requirement is satisfied
because B’s T stock was exchanged for P
stock, preserving a substantial part of the
value of the proprietary interest in T.

Example 2. Relationship created in connection
with potential reorganization. Corporation X
owns 60 percent of the stock of P and 30 per-
cent of the stock of T. A owns the remaining
70 percent of the stock of T. X buys A’s T
stock for cash in a transaction which is not

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00317 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



318

26 CFR Ch. I (4–1–01 Edition)§ 1.368–1

a qualified stock purchase within the mean-
ing of section 338. T then merges into P. In
the merger, X exchanges all of its T stock for
additional stock of P. As a result of the
issuance of the additional stock to X in the
merger, X’s ownership interest in P increases
from 60 to 80 percent of the stock of P. X is
not a person related to P under paragraph
(e)(3)(i)(B) of this section, because a purchase
of stock of P by X would not be treated as a
distribution in redemption of the stock of P
under section 304(a)(2). However, X is a per-
son related to P under paragraphs (e)(3)(i)(A)
and (ii)(B) of this section, because X becomes
affiliated with P in the merger. The con-
tinuity of interest requirement is not satis-
fied, because X acquired a proprietary inter-
est in T for consideration other than P
stock, and a substantial part of the value of
the proprietary interest in T is not pre-
served. See paragraph (e)(2) of this section.

Example 3. Participation by issuing corpora-
tion in post-merger sale. A owns 80 percent of
the T stock and none of the P stock, which
is widely held. T merges into P. In the merg-
er, A receives P stock. In addition, A obtains
rights pursuant to an arrangement with P to
have P register the P stock under the Securi-
ties Act of 1933, as amended. P registers A’s
stock, and A sells the stock shortly after the
merger. No person who purchased the P
stock from A is a person related to P within
the meaning of paragraph (e)(3) of this sec-
tion. Under paragraphs (e)(1) and (2) of this
section, the sale of the P stock by A is dis-
regarded because no person who purchased
the P stock from A is a person related to P
within the meaning of paragraph (e)(3) of
this section. The transaction satisfies the
continuity of interest requirement because
A’s T stock was exchanged for P stock, pre-
serving a substantial part of the value of the
proprietary interest in T.

Example 4. Redemptions and purchases by
issuing corporation or related persons. (i) Re-
demption by issuing corporation. A owns 100
percent of the stock of T and none of the
stock of P. T merges into S. In the merger,
A receives P stock. In connection with the
merger, P redeems all of the P stock re-
ceived by A in the merger for cash. The con-
tinuity of interest requirement is not satis-
fied, because, in connection with the merger,
P redeemed the stock exchanged for a propri-
etary interest in T, and a substantial part of
the value of the proprietary interest in T is
not preserved. See paragraph (e)(1) of this
section.

(ii) Purchase of target corporation stock by
issuing corporation. The facts are the same as
paragraph (i) of this Example 4, except that,
instead of P redeeming its stock, prior to
and in connection with the merger of T into
S, P purchases 90 percent of the T stock from
A for cash. The continuity of interest re-
quirement is not satisfied, because in con-

nection with the merger, P acquired a pro-
prietary interest in T for consideration other
than P stock, and a substantial part of the
value of the proprietary interest in T is not
preserved. See paragraph (e)(1) of this sec-
tion. However, see § 1.338–3(d) (which may
change the result in this case by providing
that, by virtue of section 338, continuity of
interest is satisfied for certain parties after
a qualified stock purchase).

(iii) Purchase of issuing corporation stock by
person related to issuing corporation. The facts
are the same as paragraph (i) of this Example
4, except that, instead of P redeeming its
stock, S buys all of the P stock received by
A in the merger for cash. S is a person re-
lated to P under paragraphs (e)(3)(i)(A) and
(B) of this section. The continuity of interest
requirement is not satisfied, because S ac-
quired P stock issued in the merger, and a
substantial part of the value of the propri-
etary interest in T is not preserved. See
paragraph (e)(2) of this section.

Example 5. Redemption in substance by
issuing corporation. A owns 100 percent of the
stock of T and none of the stock of P. T
merges into P. In the merger, A receives P
stock. In connection with the merger, B buys
all of the P stock received by A in the merg-
er for cash. Shortly thereafter, in connection
with the merger, P redeems the stock held
by B for cash. Based on all the facts and cir-
cumstances, P in substance has exchanged
solely cash for T stock in the merger. The
continuity of interest requirement is not
satisfied, because in substance P redeemed
the stock exchanged for a proprietary inter-
est in T, and a substantial part of the value
of the proprietary interest in T is not pre-
served. See paragraph (e)(1) of this section.

Example 6. Purchase of issuing corporation
stock through partnership. A owns 100 percent
of the stock of T and none of the stock of P.
S is an 85 percent partner in PRS. The other
15 percent of PRS is owned by unrelated per-
sons. T merges into P. In the merger, A re-
ceives P stock. In connection with the merg-
er, PRS purchases all of the P stock received
by A in the merger for cash. Under paragraph
(e)(4) of this section, S, as an 85 percent part-
ner of PRS, is treated as having acquired 85
percent of the P stock exchanged for A’s T
stock in the merger, and as having furnished
85 percent of the cash paid by PRS to acquire
the P stock. S is a person related to P under
paragraphs (e)(3)(i)(A) and (B) of this section.
The continuity of interest requirement is
not satisfied, because S is treated as acquir-
ing 85 percent of the P stock issued in the
merger, and a substantial part of the value
of the proprietary interest in T is not pre-
served. See paragraph (e)(2) of this section.

Example 7. Exchange by acquiring corpora-
tion for direct interest. A owns 30 percent of
the stock of T. P owns 70 percent of the
stock of T, which was not acquired by P in

VerDate 11<MAY>2000 08:59 Apr 17, 2001 Jkt 194083 PO 00000 Frm 00318 Fmt 8010 Sfmt 8010 Y:\SGML\194083T.XXX pfrm04 PsN: 194083T



319

Internal Revenue Service, Treasury § 1.368–2

connection with the acquisition of T’s assets.
T merges into P. A receives cash in the
merger. The continuity of interest require-
ment is satisfied, because P’s 70 percent pro-
prietary interest in T is exchanged by P for
a direct interest in the assets of the target
corporation enterprise.

Example 8. Maintenance of direct or indirect
interest in issuing corporation. X, a corpora-
tion, owns all of the stock of each of corpora-
tions P and Z. Z owns all of the stock of T.
T merges into P. Z receives P stock in the
merger. Immediately thereafter and in con-
nection with the merger, Z distributes the P
stock received in the merger to X. X is a per-
son related to P under paragraph (e)(3)(i)(A)
of this section. The continuity of interest re-
quirement is satisfied, because X was an in-
direct owner of T prior to the merger who
maintains a direct or indirect proprietary in-
terest in P, preserving a substantial part of
the value of the proprietary interest in T.
See paragraph (e)(2) of this section.

Example 9. Preacquisition redemption by tar-
get corporation. T has two shareholders, A
and B. P expresses an interest in acquiring
the stock of T. A does not wish to own P
stock. T redeems A’s shares in T in exchange
for cash. No funds have been or will be pro-
vided by P for this purpose. P subsequently
acquires all the outstanding stock of T from
B solely in exchange for voting stock of P.
The cash received by A in the
prereorganization redemption is not treated
as other property or money under section
356, and would not be so treated even if A had
received some stock of P in exchange for his
T stock. The prereorganization redemption
by T does not affect continuity of interest,
because B’s proprietary interest in T is unaf-
fected, and the value of the proprietary in-
terest in T is preserved.

(7) Effective date. This paragraph (e)
applies to transactions occurring after
January 28, 1998, except that it does
not apply to any transaction occurring
pursuant to a written agreement which
is binding on January 28, 1998, and at
all times thereafter. Paragraph
(e)(1)(ii) of this section, however, ap-
plies to transactions occurring after
August 30, 2000, unless the transaction
occurs pursuant to a written agree-
ment that is (subject to customary
conditions) binding on that date and at
all times thereafter. Taxpayers who en-
tered into a binding agreement on or
after January 28, 1998, and before Au-
gust 30, 2000, may request a private let-
ter ruling permitting them to apply
the final regulation to their trans-
action. A private letter ruling will not
be issued unless the taxpayer estab-
lishes to the satisfaction of the IRS

that there is not a significant risk of
different parties to the transaction
taking inconsistent positions, for Fed-
eral tax purposes, with respect to the
applicability of the final regulations to
the transaction.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 7745, 45 FR 86437, Dec. 31,
1980; T.D. 8760, 63 FR 4178, Jan. 28, 1998; T.D.
8783, 63 FR 50758, Sept. 23, 1998; T.D. 8858, 65
FR 1237, Jan. 7, 2000; T.D. 8898, 65 FR 52911,
Aug. 31, 2000; T.D. 8940, 66 FR 9929, Feb. 13,
2001]

§ 1.368–2 Definition of terms.

(a) The application of the term reor-
ganization is to be strictly limited to
the specific transactions set forth in
section 368(a). The term does not em-
brace the mere purchase by one cor-
poration of the properties of another
corporation. The preceding sentence
applies to transactions occurring after
January 28, 1998, except that it does
not apply to any transaction occurring
pursuant to a written agreement which
is binding on January 28, 1998, and at
all times thereafter. If the properties
are transferred for cash and deferred
payment obligations of the transferee
evidenced by short-term notes, the
transaction is a sale and not an ex-
change in which gain or loss is not rec-
ognized.

(b)(1) In order to qualify as a reorga-
nization under section 368(a)(1)(A) the
transaction must be a merger or con-
solidation effected pursuant to the cor-
poration laws of the United States or a
State or territory, or the District of
Columbia.

(2) In order for the transaction to
qualify under section 368(a)(1)(A) by
reason of the application of section
368(a)(2)(D), one corporation (the ac-
quiring corporation) must acquire sub-
stantially all of the properties of an-
other corporation (the acquired cor-
poration) partly or entirely in ex-
change for stock of a corporation
which is in control of the acquiring
corporation (the controlling corpora-
tion), provided that (i) the transaction
would have qualified under section
368(a)(1)(A) if the merger had been into
the controlling corporation, and (ii) no
stock of the acquiring corporation is
used in the transaction. The foregoing
test of whether the transaction would
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